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§840 Bankruptcy Issues



2nd Circuit upholds bankruptcy agreement that left forfeiture attorney unpaid. (840) In 1993, fraud was discovered in the operation of Revere Armored, Inc., an armored car company. The company’s assets were seized pursuant to a complaint and warrant in rem charging that they were forfeitable for having been used to defraud a financial institution. Revere’s owners were prosecuted and the company went into bank​ruptcy. Thereafter, attorney Sutton under​took represen​tation of Revere. An agreement between the U.S. Attorney, the bankruptcy trustee, and Sutton provided that his fees would be payable from the bankruptcy estate. Some​time later, it became clear that the amount available to the estate would be insufficient to pay Sutton’s fees and the amount forfeited to the government would be larger. So Sutton sought to invalidate his earlier agreement. The Second Circuit was unsympathetic. It concluded that the division of assets between the U.S. and the trustee had been reasonable, that the original agreement concerning the source to which Sutton must look for his fee had been unambiguous, and that Sutton had been aware of the risks of representation of this bankrupt entity when he undertook it. All Assets of Revere Armored, Inc. v. Revere Armored, Inc., 131 F.3d 132 (2d Cir. 1997) (table) (unpublished).xe "All Assets of Revere Armored, Inc. v. Revere Armored, Inc., 131 F.3d 132 (2d Cir. 1997) (table) (unpublished)." 
3rd Circuit rules automatic bankruptcy stay does not preclude sale of forfeited substitute assets. (840) Defendant was convicted of wire fraud, racketeering, and one forfeiture count pursuant to 18 U.S.C. §1963. At sentencing, the district court entered a preliminary order of forfeiture against defendant’s Miami residence as a substitute asset. After sentencing but before entry of a final order of forfeiture, the court authorized an interlocutory sale of the house. Defendant filed for bankruptcy under Chapter 11 and sought to block the sale by invoking the automatic stay provision of the Bankruptcy Code, 11 U.S.C. §362. On the advice of the U.S. Attorney, the Marshal Service went forward with the sale. The Third Circuit held that it was correct to do so. Entry of the preliminary order of forfeiture divested defendant of any interest in the property; therefore, the property was no longer part of the bankrupt estate and could not be subject to the automatic stay. U.S. v. Pelullo, 178 F.3d 196 (3d Cir. 1999).xe "U.S. v. Pelullo, 178 F.3d 196 (3d Cir. 1999)."
3rd Circuit holds forfeiture of property subject to mandatory stay is not fraudulent conveyance. (840) Debtor was convicted of fraud and money laundering, sentenced, and ordered to pay $1,7 million in restitution. A preliminary order of criminal forfeiture against debtor’s residence was entered. Debtor filed for Chapter 7 bankruptcy protection and an automatic stay was entered. The government filed a judgment lien against the real estate. Debtor sued, claiming that the forfeiture order was a fraudulent transfer pursuant to 11 U.S.C. §548. The Third Circuit held that there was no evidence to support debtor’s allegation that the forfeiture order was obtained by “actual fraud” in the form of perjured testimony. Under the doctrine of relation back, the government’s title to the property vested at time of judgment and related back to the commission of the underlying offenses. There could be no fraudulent transfer of property in which debtor had no legal interest. In re: Rashid, 210 F.3d 201, (3d Cir. 2000) xe "In re\: Rashid, __ F.3d __, 2000 WL 382727 (3d Cir. April 14, 2000) No. 98-1719."

xe "Clanton v. DEA, __ F.3d __, 2000 WL 350264 (10th Cir. April 5, 2000) No. 99-9521 (unpublished disposition).".

3rd Circuit holds government not liable for damages for filing forfeiture lien in violation of the mandatory stay. (840) The debtor was convicted of fraud and money laundering, sentenced, and ordered to pay $1.7 million in restitution. The court also entered a preliminary order of criminal forfeiture against debtor’s residence. Debtor filed for Chapter 7 bankruptcy protection, and an automatic stay was entered. The government filed a judgment lien against the real estate. Debtor sued, claiming the United States should pay damages for imposing the lien in violation of the mandatory stay. The government conceded that debtor had some legally cognizable interest in the property until the entry of the final judgment of forfeiture, and thus that the filing of the judgment lien was improper under 11 U.S.C. §362(a). Nonetheless, debtor was not entitled to damages because he could show no injury arising from the lien. During the period the lien was in effect, debtor was imprisoned and could not have used the property. Once the final forfeiture order entered, ownership of the property vested in the government as of the date of the wrongdoing. Thus, the debtor was ultimately deprived of nothing in which he had a legal interest. In re: Rashid, 210 F.3d 201, (3d Cir. 2000) xe "In re\: Rashid, __ F.3d __, 2000 WL 382727 (3d Cir. April 14, 2000) No. 98-1719.".

8th Circuit Bankruptcy Appellate Panel holds that trustee could not transfer assets beyond the reach of his creditors to avoid criminal forfeiture. (840) Defendant was convicted of drug offenses and sentenced to prison. He created a revocable trust in which some of his assets, including real property, were transferred while he was incarcerated. The debtor had complete freedom to transact business with regard to the defendant’s property without the fear of imposition of levy or lien on the property by the defendant’s creditors or the possibility of criminal forfeiture. The debtor, with the defendant’s approval, transferred the real property from the defendant’s trust into a second revocable trust she had created. The Chapter 7 trustee brought adversary proceeding to avoid this alleged fraudulent transfer. The W.D. Missouri Bankruptcy Court entered judgment in favor of the trustee. The 8th Circuit Bankruptcy Appellate Panel held that the defendant who, to prevent his ex-wife and other creditors from executing on his property while he was incarcerated, had transferred property into trust over which debtor enjoyed complete control, including authority to transfer trust property to herself, and who had expressly consented to and ratified debtor’s use of trust property for her benefit, could not belatedly assert, when trustee sought to avoid as fraudulent a new transfer of property from debtor back to the defendant, that debtor never had any ownership interest in the property. Affirmed. In re Hixon v. Anderson, 2003 WL 21767801 (8th Cir. BAP, Aug. 1, 2003).

9th Circuit finds relation back doctrine did not remove forfeited property from bankrupt​cy estate. (840) The claimant’s wholly owned corporation was declared involuntarily bankrupt and the administrator of the corporation’s bankruptcy estate entered into a plea agreement to forfeit the corporation’s property. The claimant argued that some of the forfeited property had never become part of the bankruptcy estate because 21 U.S.C. §853(c) vests title in the United States as of the date of the commission of the offense, and the fraudulent acts giving rise to the forfeiture occurred before the estate was created. The district court rejected the argument, reasoning that under U.S. v. 92 Buena Vista Avenue, Rumson, N.J., 507 U.S. 111, 124 (1993), “§853(c) does not ‘make[] the Government an owner of property before forfeiture has been decreed.’” At the time the court entered the tentative order of forfeiture here, the property was already a part of the claimant’s bankruptcy estate. U.S. v. Ken International Co, Ltd., 113 F.3d 1243 (9th Cir. 1997) (table) (unpublished).xe "U.S. v. Ken International Co, Ltd., 113 F.3d 1243 (9th Cir. 1997) (table) (unpublished)."
9th Circuit finds sole owner of bankrupt corporation lacked standing to contest forfeiture. (840) Ken Mizuno, a Japanese citizen, allegedly conspired with Ken International Co., Ltd. (“KI”), his wholly-owned corporation, to defraud Japanese citizens by overselling golf course memberships in a Japanese country club. The scheme netted $800 million, of which about $260 million found its way into the U.S. A Japanese court declared both Mizuno and KI bankrupt and appointed an administrator. The administrator filed involun​tary bankruptcy petitions in the U.S. on behalf of both Mizuno and KI, and was authorized by both Japanese and U.S. bankruptcy courts to enter guilty pleas on behalf of KI to U.S. fraud and money laundering charges. As part of its plea agreement, KI forfeited its U.S. assets pursuant to 21 U.S.C. §853. Mizuno then asserted a third-party interest in KI’s forfeited property under 21 U.S.C. §853(n)(2). The Ninth Circuit found that Mizuno lacked standing to challenge the for​feiture. Any U.S. property belonging to Mizuno became the property of the U.S. Mizuno bankruptcy estate, and only the estate could challenge its forfeiture. The court added that, even if Mizuno were the debtor in possession, he lacked standing because he sought relief on his own behalf rather than on behalf of the estate. U.S. v. Ken International Co, Ltd., 113 F.3d 1243 (9th Cir. 1997) (table) (unpublished).xe "U.S. v. Ken International Co, Ltd., 113 F.3d 1243 (9th Cir. 1997) (table) (unpublished)."
9th Circuit upholds criminal forfeiture without in personam proceeding against property owner. (840) The U.S. government obtained forfeiture of the U.S. assets of a corporation after its bankruptcy administrator entered a plea on its behalf to fraud and money laundering charges. Although the opinion does not specify, it appears that there was no forfeiture count in the indictment identifying the property alleged to be forfeitable. Rather, the plea agreement stipulated to the forfeiture and the district court ordered the forfeiture as part of the sentence. The businessman then sought to challenge the forfeiture, alleging, inter alia, that such an order could not be entered in the absence of “a civil in rem forfeiture proceeding against the property or a criminal in personam forfeiture proceeding directed at the property’s owner.” Whether he was contending that the government must specify the property to be forfeited in the indictment, or that the criminal proceeding must be against the legal owner of the property (presumably himself), is unclear from the opinion. The Ninth Circuit upheld the forfeiture order because 21 U.S.C. §853(a) provides that a forfeiture of the type presented here is a part of the sentence. U.S. v. Ken International Co, Ltd., 113 F.3d 1243 (9th Cir. 1997) (table) (unpublished).xe "U.S. v. Ken International Co, Ltd., 113 F.3d 1243 (9th Cir. 1997) (table) (unpublished)."
Arizona Bankruptcy Court holds that under prior law (before amendment), automatic stay in bankruptcy proceeding voided forfeiture judgment obtained while proceeding was pending.  (840)  Debtors filed a Chapter 13 petition, and while the bankruptcy was pending, the Maricopa County Attorney obtained the forfeiture order against the Debtors' home and various personal property. The State sent the Debtors an eviction notice directing them to vacate the Property, and thus the Debtors filed an Adversary Proceeding alleging the State violated the automatic stay of 11 U.S.C. §362(a) by recording its lien and subsequently issuing the eviction notice. After answering, the State moved for summary judgment, arguing that because the Debtors lost any and all interest they may have had in the property when the forfeiture order was entered, the property was not part of the bankruptcy estate. In response, the Debtors cross-moved for summary judgment arguing that the forfeiture order had never been valid. While acknowledging that the underlying action was criminal, the Debtors maintained the forfeiture action was a civil remedy under Arizona law and subject to the automatic stay. The State countered that the forfeiture action was a supplemental remedy to the criminal proceedings, which were not subject to the automatic stay, and that the forfeiture order fell within the exception for governmental police and regulatory powers. In their Reply, the Debtors argued that the in rem forfeiture action was civil in nature and the only question to be decided by this Court is whether the provisions of §362(a) were applicable at the time Arizona took the action against the plaintiffs' real property. The commencement of a case in bankruptcy creates an estate, containing all of the debtor's legal or equitable interests in property. When a debtor files a bankruptcy petition, an automatic stay immediately arises. The scope of the stay is quite broad. It preserves the status quo by precluding and nullifying post-petition actions, judicial or nonjudicial, in nonbankruptcy forums against the debtor or affecting property of the estate. Actions taken in violation of the automatic stay are void-not merely voidable.  The stay interdicts action by all entities, including governmental entities, although certain governmental actions are excepted from the stay under §362(b). The court held that the civil forfeiture action fell within the scope of §362(a)(3), which stays any act to obtain possession of property of the estate. The forfeiture action was subject to the automatic stay provision of §362(a)(3) as an act to obtain possession or exercise control of the estate property. Because the State did not obtain relief from the automatic stay, the forfeiture order violated the stay and was void. Accordingly, the State has never had a valid forfeiture. The fact that the State's action was against the Debtors' property, rather than the Debtors, also foreclosed the State's alternative argument that the forfeiture action was an exercise of the government's police or regulatory power. It is worth noting, however, that recent amendments to the stay statute provide that an in rem action is now excepted from the stay.  In re Rodriguez, 2008 WL 192963 (Bkrtcy. D. Ariz. 2008) (January 18, 2008).
Florida Bankruptcy Court holds forfeiture is not stayed by filing bankruptcy. (840) A debtor in bankruptcy sought to avoid the federal government’s lien on his real estate arising from a consent judgment in a civil forfeiture action. A Florida bankruptcy judge held that a civil forfeiture action is an exercise of the federal government’s police power, and is thus not subject to the stay provisions of the bankruptcy code, 11 U.S.C. §362(a). Moreover, the court held that the Supremacy Clause dictates that federal forfeiture law preempts the homestead exemption in the Florida constitution. Accord​ing​ly, neither the debtor’s bankruptcy nor the state homestead exemption prevented forfeiture of the property to the United States. In re Brewer, 209 B.R. 575 (S.D. Fla., 1996).xe "In re Brewer, 209 B.R. 575 (S.D. Fla. 1996)."
Georgia Bankruptcy Court says automatic stay applies to state civil forfeiture actions. (840) The debtors in this bankruptcy action were arrested by Georgia narcotics officers for drug violations. Georgia also filed a state forfeiture proceeding against the debtors’ residence (at which the alleged drug trans​action occurred). Shortly thereafter, debtors filed this Chapter 13 bankruptcy petition and an automatic stay was entered, 11 U.S.C. §362. Georgia petitioned the bankruptcy court for relief from the stay on the theory that the state forfeiture action fell under the police and regulatory power exception of 11 U.S.C. §362(b)(4). The court concluded that, “[a]s an in rem action against property rather than the debtor himself, civil forfeiture a fortiori cannot constitute an action” of the type to which the police power exception applies. Accordingly, the court declined to lift the stay. [Ed. Note: This opinion contains an excellent discussion of the complex intersection of forfeiture and bankruptcy law with citations to a wide range of authorities.] Bell v. Bell, 215 B.R. 266 (N.D. Georgia 1997).xe "Bell v. Bell, 215 B.R. 266 (N.D. Georgia 1997)."
Oregon District Court denies standing despite claim​ant's bankruptcy fraud conviction for concealing property. (840) Claimant purchased real property in 1980 and then deeded it to nominees while continuing to reside there and reimbursing the nominees for mortgage payments. In 1990, claimant declared bank​ruptcy and did not list the property as an asset. In 1997, claimant was convicted of bankruptcy fraud for concealing his interest in the property. The district court nonetheless held that he lacked standing to contest the subsequent forfeiture of the property because under Oregon law no “estate or interest” in real property can be created other than by operation of law or formal written conveyance. Claimant was not the record owner of the property, nor could he claim ownership by right of adverse possession because he resided in the house with the knowledge and permission of the record owners. U.S. v. 17600 N.E. Olds Lane, Newberg, Yamhill County, State and District of Oregon, 1998 WL 173200 (D. Oregon, 1998) (not reported in F.Supp.).xe "U.S. v. 17600 N.E. Olds Lane, Newberg, Yamhill County, State and District of Oregon, 1998 WL 173200 (D. Oregon, 1998) (not reported in F.Supp.)."
Pennsylvania Bankruptcy Court precludes arguments on basis of issue and claim preclusion. (840) Defendant was convicted on more than 50 counts of mail fraud, wire fraud, and money laundering stemming from his operation of a fraudulent commercial loan operation. A special verdict was returned, and his real property and other assets were forfeited. His conviction, sentence, and the criminal forfeiture were affirmed on appeal. Soon after the property was ordered forfeited, the debtor/defendant filed a Chapter 7 bankruptcy petition and several related adversary proceedings against the United States. He first challenged the forfeiture and the recording of the forfeiture judgment as a lien. The E.D.Pa. bankruptcy court dismissed the action, and the E.D. Pa. district court affirmed the dismissal by noting that the court of appeals had affirmed the forfeiture order on its merits. The debtor then alleged that the government had violated his constitutional rights in the criminal forfeiture proceeding and violated the bankruptcy stay when it ejected his wife and children from the real property. The bankruptcy court also dismissed that action. In the instant action, he again asserted that the criminal forfeiture order was invalid and in violation of the bankruptcy stay. The bankruptcy court granted summary judgment to the government on the basis of issue and claim preclusion. On appeal, the E.D.Pennsylvania district court affirmed the bankruptcy court and denied the debtor’s appeal. In Re Rashid v. U.S., 2002 WL 15939 (E.D. Pa. 2002). 

Pennsylvania District Court says filing forfeiture judgment as lien did not injure bankrupt defendant. (840) Defendant was convicted of 54 counts of mail fraud, wire fraud, money laundering, and criminal forfeiture, and a judgment of forfeiture was entered against his real property. The conviction and forfeiture were both affirmed on appeal. A month before the forfeiture judgment, defendant filed a Chapter 7 bankruptcy petition. When the government filed the forfeiture judgment as a lien in Philadelphia County, defendant filed a complaint in bankruptcy court alleging a violation of the mandatory stay imposed by the bankruptcy filing. The U.S. Attorney thereafter had the lien removed. The district court held: (1) The forfeiture order was not a fraudulent transfer within the meaning of 18 U.S.C. §548. Defendant’s argument that the forfeiture was a “nullity” was foreclosed by the Third Circuit’s opinion affirming the forfeiture order. (2) Defendant offered no proof that he had been injured by the lien, and thus was not entitled to compensatory damages. Punitive damages are unavailable under the Bankruptcy Code. See 11 U.S.C. §1106(a)(3). [Ed. Note: The district court seems to assume, but does not actually decide, that filing the forfeiture judgment as a lien violated the mandatory stay.] Rashid v. Powel, 1998 WL 288426 (E.D. Pa. 1998) (not reported in F.Supp.).xe "Rashid v. Powel, 1998 WL 288426 (E.D. Pa. 1998) (not reported in F.Supp.)."
R.I. Bankruptcy Court finds state criminal restitution order not dischargeable in bank​ruptcy. (840) Defendant was con​victed in Rhode Island state court of defrauding two credit unions. He was sentenced to prison and to pay restitution of over $4 million. When defendant filed bankruptcy, he sought to have his restitutionary obligation discharged. In an opinion that would appear equally applicable to state criminal, and possibly civil, forfeitures, the Rhode Island Bankruptcy Court found that a state court restitution order is non-dischargeable under 11 U.S.C. §523(a)(7). Citing Kelly v. Robinson, 479 U.S. 36, 50 (1986), the court wrote: “Section 523(a)(7) exempts from discharge a debt ‘to the extent such debt is for a fine, penalty, or forfeiture payable to and for the benefit of a governmental unit,’ and ‘preserves from discharge any condition a state criminal court imposes as part of a criminal sentence.’” Rhode Island Depositors Economic Protection Corporation v. LaRoche, 207 B.R. 369 (D. R.I. 1997).xe "Rhode Island Depositors Economic Protection Corporation v. LaRoche, 207 B.R. 369 (D. R.I. 1997)."
Washington Bankruptcy Court holds dis​gorgement under Arizona Racketeering Act was not discharge​able. (840) Defendant entered an “Alford” plea to Arizona state racketeering charges relating to a cocaine trafficking operation. Arizona also obtained a civil disgorgement order for $1,871,100, the amount of defendant’s drug profits, pursuant to the Arizona Racketeering Act, A.R.S. §13-2314(D)(7). Defendant then filed for Chapter 7 bankruptcy in the State of Washington. His debts were discharged, with the exception of the disgorgement order. The bankruptcy court found that “disgorgement is a species of forfeiture” and that it is not dischargeable under 11 U.S.C. §523(a)(7) because: (1) it is a fine, penalty, or forfeiture; (2) it is payable to and for the benefit of a governmental unit; and (3) it is not compensation for the government’s actual pecuniary loss. In re: Ott, 218 B.R. 118 (W.D. Wash. 1998).
